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COMMENT
THE EFFECT OF THE NEW INVESTMENT DEDUC-
TION RULES ON REAL ESTATE TRANSACTIONS*
One of the major purposes of the Tax Reform Act of 1976
was to simplify and clarify some of the more complex provi-
sions of the Internal Revenue Code. Apparently this goal was
not foremost in the minds of the drafters of the Reform Act's
version of subsection 163(d) of the Code. This subsection,
which places a limitation on the amount of investment interest
which an individual taxpayer can deduct as an itemized deduc-
tion, has been appreciatively described as "wonderfully com-
plex"2 and as indicating "Congress' apparent desire to insure
the full employment of accountants and tax advisers." 3 The
purpose of this article is to shed some light on the abstruse
language of subsection 163(d) and to consider the impact the
amended version might have on real estate investments.
The 1976 Tax Reform Act amendments to subsection
163(d),' substantially .increased its potential importance. Be-
fore the 1976 Act the deductibility of investment interest was
subject to only a rather inconsequential limitation. An individ-
ual taxpayer could automatically deduct an amount of invest-
ment interest equal to the sum of the following: (1) $25,000,r,
(2) net investment income, (3) the excess of so-called out-of-
pocket expenses attributable to property subject to a net lease'
* The author of this comment, David H. Hutchinson, received a J.D. degree from
Marquette University Law School in May 1978 and is an associate with the law firm
of Walsh & Simon.
1. STAFF OF JOINT COMM. ON TAXATION, 94TH CONG., 2D SEss., GENERAL EXPLANATION
OF THE TAX REFORM ACT OF 1976, at 1 (Comm. Print 1976) [hereinafter cited as
GENERAL EXPLANATION].
2. J. FREELAND, S. LIND & R. STEPHENS, FUNDAMENTALS OF FEDERAL INCOME
TAXATION 469 (2d ed. 1977).
3. Fein, The Tax Reform Act and the Complexities of Tax Planning: Prepayments,
Interest Deductions, Minimum Tax and Maximum Tax on Earned Income, in 1
PROCEEDINGS OF THE THIRTY-FIFTH INSTITUTE ON FEDERAL TAXATION 387, 400 (N.Y.U.
1977) [hereinafter cited as Fein].
4. Tax Reform Act of 1976, Pub. L. No. 94-455, § 209, 90 Stat. 1520 (1976). In
general the effective date for the amendments to subsection 163(d) was December 31,
1975.
5. This base amount was $12,500 for married persons filing separate returns and
zero for trusts.
6. Generally, a net lease is one in which the lessor does not assume the full risks
and responsibility of owning and maintaining the property leased. The criteria for
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over the rental income from such property and (4) the excess
of net long-term capital gains over net short-term capital losses
attributable to investment properties. In addition, a taxpayer
could also deduct one half of any investment interest remaining
after the application of the foregoing four-component formula.7
Relatively few real estate investors were threatened by this
rather generous limitation on the deductibility of investment
interest.
The Tax Reform Act of 1976, however, drastically reduced
the amount of deductible investment interest. The $25,000
base amount in the formula was lowered to $10,000, and the net
long-term capital gain component was deleted. Furthermore,
no interest in excess of the amount computed by the formula
is deductible now after the 1976 Act Thus, subsection 163(d)
determining whether a particular lease constitutes a net lease will be discussed in
detail later. See text accompanying notes 29-49 infra. The definition of net lease set
forth in subsection 163(d) differs substantially from the generally accepted meaning
of the term. In the real estate industry the phrase "net lease" is used to refer to any
leasing arrangement in which the tenant agrees to pay one or more specified expenses
relating to the rental property.
7. See I.R.C. § 163(d) (1969). The idea of limiting the deductibility of investment
interest first took form in the Tax Reform Act of 1969. The House Ways and Means
Committee had proposed amending section 163 to limit the deduction for investment
interest to the sum of $25,000 plus net investment income plus long-term capital gains.
See H.R. REP. No. 91-413, 91st Cong., 1st Sess. 73, reprinted in [1969] U.S. CODE
CONG. & AD. NEWS 1645. The Senate Finance Committee suggested a substantially
different method for reducing the tax advantages of investment interest. The Finance
Committee replaced the House proposal for limiting the deductibility of investment
interest with a provision making the excess of investment interest expense over invest-
ment income a tax preference item subject to the minimum tax under section 57 of
the Internal Revenue Code. See S. REP. No. 91-552, 91st Cong., 1st Sess. 306, reprinted
in [1969] U.S. CODE CONG. & AD. NEWS 2027. The compromise bill, reported out of
conference on December 21, 1969, provided that excess investment interest would be
a tax preference item subject to the minimum tax during 1970 and 1971 and that
thereafter the deductibility of investment interest would be limited under section 163.
See CONF. REP. No. 91-782, 91st Cong., 1st Sess. 299-300, reprinted in 11969] U.S.
CODE CONC. & AD. NEWS 2392. The limitation formula finally enacted in the 1969 Tax
Reform Act was identical to the pre-1976 Act formula described above except that it
did not include the component for out-of-pocket expenses. See Tax Reform Act of 1969,
Pub. L. No. 91-172 § 221, 83 Stat. 487. This element was added in 1971. See Revenue
Act of 1971, Pub. L. No. 92-178 § 304(b)(2), 85 Stat. 497.
8. The base amount was lowered to $5,000 for married individuals filing separate
returns and zero for trusts.
9. The legislative history behind the 1976 investment interest amendment was
somewhat analogous to that of the 1969 amendment. The House Ways and Means
Committee proposed amending the formula to include only three factors: (1) a $12,000
base amount, (2) net investment income and (3) capital gains. The Committee also
recommended that the limitation formula apply to all nonbusiness interest, including
interest paid on personal, as well as investment, loans. See H.R. REP. No. 94-658, 94th
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as presently enacted, limits the annual deduction of invest-
ment interest to an amount equal to the sum of the following
components: (1) the $10,000 base amount, (2) net investment
income and (3) the excess of out-of-pocket expenses attributa-
ble to net lease property over the rental income from such
property.'"
The stricter investment interest limitation was intended
"to reduce the possibility that this deduction could be used to
shelter noninvestment types of income."" It was also hoped
that the new rules would encourage "taxpayers to focus on the
economic viability of particular investments (rather than pos-
sible tax advantages resulting from investment deductions)
before borrowing funds in order to make those investments."' 2
I. WHEN TO APPLY SUBSECTION 163(d)
The limitation on deductibility in subsection 163(d) only
applies to investment interest. Investment interest is defined
as "interest paid or accrued on indebtedness incurred or con-
tinued to purchase or carry property held for investment.' 3
Thus, whether or not the interest paid on any particular loan
will be subject to subsection 163(d) depends upon whether the
individual taxpayer took out the loan in order to purchase or
maintain property held for investment. The method for deter-
mining whether particular parcels of real estate constitute in-
vestment property varies with the type of real estate involved.
A. Undeveloped Real Estate
As of this writing there are no regulations interpreting
subsection 163(d). However, during 1970 and 1971, when excess
investment interest was .a tax preference item subject to the
minimum tax under section 57,14 the Treasury Department pro-
mulgated proposed regulations interpreting the section 57 defi-
Cong., 1st Sess. 103-05, reprinted in [1975] U.S. CODE CONG. & AD. NEWS 2897. Once
again the Senate Finance Committee recommended that excess investment interest be
made a tax preference item subject to a minimum tax. Fortunately, it also deleted the
House nonbusiness interest provision and limited the application of subsection 163(d)
to investment interest. See S. REP. No. 94-938, 94th Cong., 1st Sess. 106-07, reprinted
in [1976] U.S. CODE CONG. & AD. NEws 3439.
10. I.R.C. § 163(d)(1).
11. GENERAL EXPLANATION, supra note 1, at 103.
12. Id.
13. I.R.C. § 163(d)(3)(D).
14. See note 7 supra.
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nitions of the terms "investment interest" and "net lease.' ' 5
These definitional provisions are essentially identical to the
present definitions in subsection 163(d).11 Consequently, these
regulations proposed for section 57 should be of assistance in
ascertaining the intended meaning of the terms "investment
interest" and "investment property" in the present subsection
163(d).
The proposed section 57 regulations provide that "[tlhe
determination whether property is held for investment must be
made on the basis of the particular facts and circumstances.' 7
The regulations set forth a two step test to determine whether
a particular piece of property was held for investment. First,
in order to constitute investment property under the proposed
section 57 regulations, property has to be held for the produc-
tion of "passive income, such as interest, rent, dividends, roy-
alties, or capital gain.' 8 Second, the property must not have
been "actively used in the conduct of a trade or business.""'
The proposed regulations further explain that, except for prop-
erty subject to a net lease,2" "property is not held for invest-
15. Prop. Trees. Reg. §§ 1.57-2, -3, 35 Fed. Reg. 19,757, at 19,766 (1970). Portions
of treasury regulation § 1.57-2 were revised in 1971. 36 Fed. Reg. 12,020, at 12,023
(1971). In 1978 the Treasury Department adopted several of the regulations which were
proposed at the same time as sections 1.57-2 and 1.57-3. However, the latter sections
were not adopted, but were "left outstanding." The Treasury Department indicated
that "any necessary changes" in sections 1.57-2 and 1.57-3 would be made in a notice
of proposed rulemaking issued under subsection 163(d). T.D. 7564, 1978-42 I.R.B. 5,
at 7. Although sections 1.57-2 and 1.57-3 still probably constitute proposed regulations,
they should not be accorded substantial independent significance. The division of the
Internal Revenue Service now working on the revised regulations under subsection
163(d) is not the same division which drafted the original proposed regulations under
section 57. Any new proposed regulations under subsection 163(d) will be issued no
earlier than the fall of 1979. Consequently, the proposed section 57 regulations are all
that is available to the private practitioner. The Internal Revenue Service is issuing
rulings under subsection 163(d). Where the present proposed regulations do not follow
clearly from the terms of the statute, it is recommended that a ruling be requested.
Telephone conversations (January 30, 1979) with Robert Coplan and Jeffrey Tanning,
Legislation and Regulations Division, Office of the Chief Counsel, Internal Revenue
Service.
16. Compare the definition of investment interest expense in I.R.C. § 57(b)(2)(D)
with the definition of investment interest in I.R.C. § 163(d)(3)(D) and the exclusion
of construction interest in I.R.C. § 163(d)(4)(D). Also compare the definition of net
leases in I.R.C. § 57(c) with the definition of "property subject to a net lease" in I.R.C.
§ 163(d)(4)(A).
17. Prop. Treas. Reg. § 1.57-2(b)(2)(i), 36 Fed. Reg. at 12,023.
18. Id.
19. Id.
20. The determination of whether property is subject to a net lease is considered
at some length below. See text accompanying notes 29-49 infra.
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ment if the expenses paid or incurred by the taxpayer in
connection with his use thereof are allowable as deductions
under section 162. ' 21 Section 162 provides for the deduction of
"ordinary and necessary expenses paid or incurred . . .in
carrying on any trade or business. 2 2 The use of section 162,
which has been in existence for a relatively long period of time,
as a limit on the scope of the phrase "investment property"
should give tax advisors a fairly good touchstone in interpreting
this phrase in subsection 163(d).
Under the two step test in the proposed section 57 regula-
tions, unimproved real estate should generally be considered
investment property if the taxpayer purchases such property
with the intention of simply holding on to the property and
selling it for a higher price in the future. First, the intended
capital gain would be passive income. Second, it would be
difficult to argue that the property was being actively used in
the conduct of a trade or business.2s
However, the fact that a taxpayer purchases property which
is unimproved should not automatically preclude him from
asserting that it is property to be actively used in his trade or
business, and, therefore, not investment property. The Tax
Court recently ruled that the intended use controls as to
whether unimproved property is used in the taxpayer's trade
or business.24 An individual in the business of renting real es-
tate had purchased vacant property with the intention of devel-
oping and renting the property in the future. Holding that a
loss on the sale of the property was ordinary, not capital, be-
21. Prop. Treas. Reg. § 1.57-2(b)(2)(i), 36 Fed. Reg. at 12,023.
22. I.R.C. § 162(a).
23. When property is owned by a taxpayer in association with other persons, such
as in a partnership, a question arises as to whether it is the taxpayer's or the associa-
tion's trade or business which is determinative of the property's classification as invest-
ment or trade or business property. For other purposes, the classification of particular
items is made at the partnership level:
Regulation 1.702-1(b) suggests the partnership as the level at which "character"
is to be determined; it says: "For example, a partner's distributive share of gains
in the sale of depreciable property used in the trade or business of the partner-
ship shall be considered as gain from the sale of such depreciable property in
the hands of the partner."
This example fixes the character of the item at the partnership level, without
regard to the trade or business of each individual partner.
Weiss, When Will a Partnership be Considered as "Investing in" Real Estate under
the TRA?, 45 J. TAX. 353, 353 (1976). See also Podell v. Commissioner, 55 T.C. 429
(1970); Rev. Rul. 68-79, 1968-1 C.B. 310; Rev. Rul. 67-188, 1967-1 C.B. 216.
24. Spindler v. Commissioner, [1963] 32 T.C.M. (P-H) 63,202 at 63-1146.
1978]
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cause the property was used in the conduct of the taxpayer's
trade or business, the court stated:
The property does not have to be in actual use as rental
property during the year of sale. . . . The phrase "used in
the trade or business" means, as was said in Alamo Broad-
casting Co., 15 T.C. 534, property that is "'devoted to the
trade or business' and includes property purchased with a
view to its future use in the business even though this purpose
is later thwarted by circumstances beyond the taxpayer's
control.""
Thus, whether or not a particular piece of real estate is being
actively used in the conduct of a trade or business for purposes
of the second part of the section 57 test described above should
depend upon whether the taxpayer intends to use the property
in his trade or business in the future or'to sell it for a capital
gain.
B. Developed Real Estate
The same general rules explained above also apply in deter-
mining whether improved property which is not rented to oth-
ers constitutes investment property. However, most real estate,
for which the taxpayer is willing to incur interest on loans to
pay for its purchase price and upkeep and which is not being
rented to others, is actively used by the taxpayer himself. If so,
either it is used for personal purposes and, thus, not held for
the production of passive income or it is actively used in the
taxpayer's trade or business. Consequently, most nonrental
improved property is not investment property under the two
part test of the section 57 regulations 6 and the interest on a
loan to pay for its purchase price and upkeep is not subject to
the subsection 163(d) limitation.
Subsection 163(d) provides special rules for determining
whether rental2 7 property constitutes investment property.
Such property is treated as investment property if the rental
agreement falls within the definition of a net lease set forth in
subsection 163(d). Under this definition a rental agreement is
25. Id. at 63-1148.
26. See text accompanying notes 18-23 supra.
27. The proposed section 57 regulations define a lease as, "any arrangement or
agreement, formal or informal, written or oral, by which the owner of property (the
'lessor') receives consideration in any form for the use of his property by another
party." Prop. Treas. Reg. § 1.57-3(d), 35 Fed. Reg. at 19,769. Both an apartment
building and a shopping center are used as examples. Id.
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a net lease if it meets the requirements of either of two tests.2
The proposed section 57 regulations refer to these statutory net
lease tests as the "expense test" and the "return test. 21 The
negative inference of this statutory provision is that rental
property which is not subject to a net lease, because it does not
fall within the parameters of either the expense test or the
return test, should be considered trade or business property
and not property held for investment.1 The proposed regula-
tions explicitly state that, except with regard to net lease prop-
erty, "real property held in the conduct of the business of rent-
ing real property is property actively used in the conduct of a
trade or business."'3'
1. The Expense Test
Under the expense test, rental property constitutes net
lease and therefore investment property if the lessor's deduc-
tions for ordinary and necessary expenses under section 162
(excluding rents and expenses for which the taxpayer is reim-
bursed) are less than 15% of the rental income generated by the
property.3 2 Rents and reimbursed expenses are excluded from
the expense test because they do not involve the lessor's active
assumption of the risks and duties of owning and managing
rental property. Consequently, these expenses are not consid-
ered in qualifying property as trade or business property."? Ex-
28. I.R.C. § 163(d)(4)(A).
29. See Prop. Treas. Reg. 99 1.57-3(b), -3(c); 35 Fed. Reg. at 19,768-69.
30. See also Fein, supra note 3, at 400; Josephs, Tuller & Greenberg, The Excess
Investment Limitation: How it Works and How to Plan to Avoid it, 39 J. TAx. 214
(1973); Lewis, Investment Interest (Sec. 163(d)), 297 TAx MNGM'T (BNA) A-7
[hereinafter cited as Lewis].
31. Prop. Treas. Reg. § 1.57-2(b)(2)(i), 36 Fed. Reg. at 12,023.
32. I.R.C. § 163(d)(4)(A)(i). It is somewhat anomalous for a piece of property to
be investment property subject to subsection 163(d) and for expenses of that property
to be deductible under section 162, which provides the deduction of expenses relating
to property used in the taxpayer's trade or business. Yet, this is the situation for net
lease property for which the section 162 expenses total less than 15% of the annual
rental income.
33. The Report of the House Committee, which originally proposed the exclusion
of rents and reimbursed expenses from the expense test formula, stated:
It has been suggested that the provisions of present law can be avoided where
the lessor has a rental deduction which means that his deductions are very likely
to exceed 15 percent. A rental deduction may be involved, for example, in the
case of ground rent where the building is owned by the lessor. In this case the
rent paid by the lessor does not provide any measure of his business activities
in connection with the leased property. As a result, it seems inappropriate to
permit these items to be taken into account to determine whether the 15-percent
19781
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penses which are deductible under sections other than section
162, such as depreciation, 34 interest 35 and taxes, " are also not
included in the formula. Thus, in order for a particular piece
of rental property not to constitute investment property under
the expense test, the expenses of managing and maintaining
the property must total more than 15% of the rental income
from the property. 37
Since the proposed section 57 regulations indicate that the
expense test is to be applied each year, a particular parcel of
real estate can constitute trade or business property one year
and investment property the next.38 If in planning for the next
year a taxpayer foresees the possibility that his section 162
deductions might fall below 15% of his rental receipts, he can
apparently avoid the risk of failing to meet the expense test
simply by hiring an independent party to manage and main-
tain the property for an amount fixed at 15% of the rental
income.
A real estate lessor may also avoid having his property qual-
ify as investment property under the expense test through the
strategic use of two elections39 provided for in subsection 163(d)
test is satisfied....
In addition, cases have been called to your committee's attention where an
individual leases property to someone else, paying all of the expenses for the care
of the property, but being reimbursed for them by the lessee. In this case also,
although the 15-percent test may technically be met, the lessor is not at risk
with respect to the additional expenses and, therefore, has the equivalent of a
net lease. As a result, the bill also provides that the business deductions of the
lessor taken into account for purposes of the 15-percent test are not to include
expenses for which he is reimbursed by the lessee.
H.R. REP. No. 92-533, 92d Cong., 1st Sess. 47, reprinted in [1971] U.S. CODE CONG.
& AD. NEWS 1825, 1861.
34. Depreciation is deductible under I.R.C. § 167.
35. Interest is deductible under I.R.C. § 163.
36. Taxes are deductible under I.R.C. § 164. For example, if an individual pur-
chased a $500,000 sixteen-unit apartment building on January 1, 1978, and rented it
for the entire year at $5,000 a month, or $60,000 per year, and had management and
interest (at eight percent over twenty years payable annually) expenses of $20,000 and
$40,000, respectively, the property would not be net lease, or investment property
under the expense test. The $20,000 of ordinary and necessary section 162 expenses
exceeds 15% of the annual rental income,or $9,000. Consequently, if the lease is not a
net lease under the return test, the property would not constitute investment property
and the entire $40,000 of interest would be deductible, notwithstanding subsection
163(d).
37. Prop. Treas. Reg. § 1.57-3(c)(1), 35 Fed. Reg. at 19,769.
38. Id. § 1.57-3(b)(i), 35 Fed. Reg. at 19,768.
39. Temporary regulations have been promulgated by the Treasury explaining how




which apply exclusively to rental real estate." First, if a parcel
of real estate is subdivided into two or more leased portions, the
taxpayer may elect to treat all of the leased portions of the
property as subject to a single lease." Therefore, if this election
is properly exercised, an entire parcel of rental real estate may
be considered trade or business property when several portions
of the parcel, which are subject to independent lease agree-
ments, would have constituted investment property if exam-
ined separately.
An owner of rental real estate may also elect to disregard
the expense test entirely for property which has been in use for
more than five years.2 The term "in use" is further explained
in temporary regulations promulgated by the Treasury:
For this purpose, real property is in use only during the period
that such property is both owned and used for commercial
purposes by the taxpayer. If an improvement to the property
was made during the time such property was owned by the
taxpayer, and if, as a result of such an improvement, the
adjusted basis of such property was increased by 50% or
more, use of such property for commercial purposes shall be
deemed to have commenced for purposes of this paragraph as
of the date such improvement was completed.
Thus, if the return test does not apply, all rental real estate
should be considered trade or business property after the tax-
payer has used it for five years without making substantial
improvements.
2. The Return Test
Even if a particular piece of real estate does not qualify as
investment property under the expense test, it may still qualify
as net lease, and therefore investment property under the re-
turn test. Interest on loans to purchase or maintain property
will qualify as investment interest if it is subject to the subsec-
tion 163(d) limitations, regardless of whether the property
qualifies under the expense test or the return test.
Under the return test property qualifies as net lease prop-
erty if "the lessor is either guaranteed a specified return or is
40. See I.R.C. § 163(d)(6).
41. Id. § 163(d)(6)(A).
42. Id. § 163(d)(6)(B).
43. Temp. Treas. Reg. § 12.8, T.D. 7271, 1973-1 C.B. 37, at 38.
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guaranteed in whole or in part against loss of income."44 Thus,
under the return test property will be considered investment
property and not trade or business property if the lessor is
assured by the lessee that he will either receive a specified
return on the lease or at least will not suffer a loss.
Unlike the expense test, the "return test is not based on a
year by year analysis" but instead depends upon an "analysis
of the leasing arrangement as a whole."45 A rental agreement
in which the lessee guarantees that the rental payments will
either equal or exceed the expenses by a fixed amount would
be considered a net lease under the return test. Similarly, a
rental agreement in which the lessee promises to pay all of the
expenses attributable to the property and to continue to pay
rent, or a lump sum equivalent, in the event that the property
is destroyed would also be a net lease under the return test."
However, not all rental agreements with escalator clauses
protecting the lessor to some extent against increases in expen-
ses would be considered net leases. The proposed section 57
regulations state that an escalator clause will not in and of
itself cast the entire agreement as a net lease under the return
test.47 Thus, a lease provision allowing the rent to be raised
when expenses, such as taxes or utilities, increase would not
automatically qualify the property as investment property.
Although the reach of subsection 163(d)'s net lease defini-
tion appears to be quite broad, most taxpayers with rental real
estate should be able to structure their rental agreements so as
to avoid having the property classified as net lease and there-
fore investment property. A taxpayer can avoid having prop-
erty qualify hs net lease property under the return test simply
by not requiring the tenant or tenants to guarantee him a speci-
fied return after expenses on his investment in the property.
Furthermore, a taxpayer will often be able to avoid having the
property qualify under the expense test if he agrees to pay for
the expenses connected with the management and mainte-
nance of the property, such as heat and other utilities, insur-
ance, lawn care and repairs. It is submitted that these expenses
44. I.R.C. § 163(d)(4)(A)(ii).
45. Prop. Treas. Reg. § 1.57-3(c)(1), 35 Fed. Reg. at 19,769.
46. Id. § 1.57-3(c)(2). Since all of the expenses would be reimbursed under such
an arrangement, the agreement would also constitute a net lease under the expense
test. See text accompanying note 33 supra.
47. Prop. Treas. Reg. § 1.57-3(c)(2), 35 Fed. Reg. at 19,769.
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should exceed 15% of the rental income in most cases.48 Fur-
thermore, the taxpayer can always hire an independent party
to manage and maintain the building for 15% of the rental
income. Finally, after five years a taxpayer can elect to disre-
gard the expense test.
C. Property under Construction
The application of the subsection 163(d) deductibility limi-
tation to interest on real estate construction loans differs mark-
edly from the treatment of interest on the loans discussed
above, which was for the purchase and maintenance of unim-
proved real estate and property which has already been devel-
oped. In addition to the general investment interest deductibil-
ity limitation in subsection 163(d), section 189 contains special
rules requiring the capitalization of "real property construction
period interest" in many cases.49 Instead of being immediately
deductible, interest incurred in the construction of real prop-
erty which is subject to section 189 must be treated as a capital
acquisition and must be amortized over a period which in 1987
will be ten years for all types of real property." Consequently,
in 1987 only ten percent of construction interest can be de-
ducted in any given year during the amortization period, begin-
ning with the year of its incurrence. The application of subsec-
tion 163(d) to construction interest varies depending on
whether or not section 189 is applicable.5 1 If section 189 does
48. This conclusion is based on conversations with Mr. James Injeski, a tax man-
ager of the Milwaukee office of the accounting firm of Arthur Young & Co., and Mr.
William Griffiths, president of the Milwaukee real estate investment consulting firm
of Inter-Design Investments, Inc. But cf. Lewis, supra note 30, at A-8 (concluding that
these expenses will not exceed 15% of the rental income for most rental buildings).
49. Section 189 also requires the capitalization of construction period taxes in
some cases. See I.R.C. § 189. Section 189 was first enacted in 1976 along with the sub-
section 163(d) amendments. It too was intended to discourage the use of real estate
investments as tax shelters. The basic reason for requiring the taxpayer to capitalize
construction period interest under section 189 as opposed to allowing the taxpayer to
take a deduction in the year that the interest is paid, as the law formerly provided, is
that this prevents the taxpayer from realizing large losses in the initial years of a
building project which can be used to shelter other sources of income such as a salary.
The capitalization of interest which is.amortized over a ten year period forces the tax-
payer to act in accord with the fundamental accounting principle of matching income
and expenses. See GENERAL EXPLANATION, supra note 1, at 25-29.
50. In the interim, section 189 provides for more lenient transitional rules for the
deductibility of interest incurred in the construction of the various types of real prop-
erty. See I.R.C. § 189(b).




not apply, subsection 163(d) specifically provides that,
"interest paid or accrued on indebtedness incurred or contin-
ued in the construction of property to be used in a trade or
business shall not be treated as investment interest. ' 52 The
negative inference of this provision is that interest on construc-
tion loans for property which is not to be used in a trade or
business will be considered investment interest and will still be
subject to the subsection 163(d) limitation on its deductibility
during construction."
The rule requires the taxpayer to predict the future use of
property upon which a building is being constructed in order
to determine whether subsection 163(d) applies. The proposed
section 57 regulations stress that the intent of the taxpayer
during the construction period is determinative. 4 This intent
can, in part, be ascertained by examining the taxpayer's past
course of conduct. For example, the fact that a taxpayer has
constructed several net lease buildings in the past should be
considered in determining the taxpayer's intended use for a
building presently under construction."
However, under the proposed section 57 regulations the tax-
payer is not required to predict the future use of the property
with complete accuracy. "In determining the taxpayer's intent
• . . the fact that the property is leased (regardless of when the
lease is executed) under an arrangement which is subsequently
considered to be a net lease . . . will not be considered. '"56
Therefore, if a taxpayer intends to use a building under con-
struction in his trade or business but later decides to rent the
building under a net lease, the interest deducted in prior years
does not change in character and become subject to subsection
163(d). Naturally, the interest paid after the net lease agree-
ment has been established will be investment interest subject
to the subsection 163(d) limitation on deductibility. 57
If section 189 does apply, interest paid on a construction
52. I.R.C. § 163(d)(4)(D).
53. The same rules for determining what is considered trade or business property
that were discussed above with respect to developed real estate would also apply here.
See text accompanying notes 29-49 supra.
54. Prop. Treas. Reg. § 1.57-2(b)(1)(iv), 36 Fed. Reg. at 12,023.
55. Id.
56. Id.
57. As discussed earlier, however, a taxpayer may elect to disregard the expense




loan cannot be immediately deducted in the year in which it
is incurred, but must be amortized over a period of up to ten
years. In such a case the Internal Revenue Code is unclear as
to whether the subsection 163(d) deductibility limitation still
applies, and if so, whether it should be applied in the year in
which the interest is incurred or in the subsequent year when
the interest is amortized.
In discussing the amended subsection 163(d) the Joint
Committee on Taxation noted: "Generally, construction period
interest is not treated as investment interest for purposes of the
limitation on investment interest .... "5,8 However, recogniz-
ing that interest on construction loans would constitute invest-
ment interest in some cases, the Joint Committee stated:
[W]here construction period interest is also investment in-
terest, (i.e. where the exception under sec. 163(d)(4)(D) for
construction period interest [on loans for property to be used
in a trade or business] does not apply), the construction
period interest rules are to be applied first. Amounts allowa-
ble under the construction period rules for a taxable year are
thus not to be subject to the investment interest provision
until that year; if disallowed for that year under the invest-
ment interest provision, these amounts can be deducted in
succeeding years in accordance with the carryover rules of the
investment interest provision.-"
Therefore, the Joint Committee clearly intended for both sec-
tion 189 and subsection 163(d) to limit the deductibility of
interest on investment property construction loans. Further-
more, subsection 163(d) is to be applied in the year in which
the interest is eligible to be amortized under section 189 and
not the year in which it would have been deductible but for the
new section 189 capitalization requirement. Consequently,
where a taxpayer originally intends to use improved real estate
in his trade or business, but later decides to rent the property
under a net lease, only part of the interest will constitute in-
vestment interest. The interest amortized before the decision
58. GENERAL EXPLANATION, supra note 1, at 25.
59. Id. at 27 n.5. This Joint Committee explanation appears to be in conflict with
subsection 189(e) which defines construction period interest to include only such inter-
est "to the extent such interest . . .would be allowable as a deduction under this
chapter for the taxable year in which paid or accrued (determined without regard to
this section)." The latter provision certainly seems to imply that subsection 163(d)
should be applied first.
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to net lease the property would constitute trade or business
interest.
I. How TO APPLY SUBSECTION 163(d)
If a particular piece of real estate does constitute invest-
ment property, then the interest on loans procured to purchase
or maintain the property is deductible only to the extent it does
not exceed the amount determined under the limitation for-
mula in subsection 163(d). As mentioned previously, the pres-
ent formula contains three components: (1) a $10,000 base
amount, (2) the taxpayer's net investment income and (3) the
excess of out-of-pocket expenses over rental income for net
lease property. 0 Any investment interest in excess of the
amount computed by the formula may be carried over to the
next year.6 '
In any given year a taxpayer can deduct only investment
interest in excess of the $10,000 base amount if he has net
investment income or his out-of-pocket expenses attributable
to net lease property exceed the rental income from that prop-
erty. The statute defines net investment income as "the excess
of investment income over investment expenses." 2 The term
"investment income," in turn, is defined to include all of the
taxpayer's interest, dividends, rents, royalties, net short-term
capital gains and recaptured depreciation which are not de-
rived from his trade or business.6 3 Thus, this definition encom-
passes essentially all passive income generated by investment
property.
Investment expenses are netted against investment income
to arrive at net investment income. The statute specifies the
deductible expenses which will constitute investment expenses
when they are "directly connected with the production of in-
vestment income." 4 These specified deductions include those
for ordinary and necessary trade or business expenses," state
60. See text accompanying notes 8-10 supra.
61. See I.R.C. § 163(d)(2). For a detailed analysis of the interrelationsip between
the new carryover rule and the carryover provisions in effect prior to the enactment of
the Tax Reform Act of 1976, see GENERAL EXPLANATION, supra note 1, at 104; Bierman
& Stechel, New Investment Interest Rules Restrict Deductions and Pose Definitional
Problems, 46 J. TAX. 242, 243 (1977).
62. I.R.C. § 163(d)(3)(A).
63. Id. § 163(d)(3)(B).
64. Id. § 163(d)(3)(C).
65. Ordinary and necessary trade or business expenses are deductible under I.R.C.
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and local taxes, " bad debts,"7 depreciation, " amortizable bond
premiums," ordinary and necessary nontrade or nonbusiness
expenses0 and depletion. 7'
In determining investment expenses straight line deprecia-
tion may be used, even if the taxpayer uses an accelerated
method for determining his actual deduction for depreciation.72
In the initial years of a real estate investment, when acceler-
ated depreciation exceeds straight line depreciation and when
the greater portion of the interest expense is incurred, this
provision serves to increase the amount of interest deductible,
because it allows the taxpayer to increase the amount of net
investment income attributable to the property by decreasing
the investment expense of depreciation.
In addition to $10,000 plus the amount of net investment
income, a taxpayer may deduct the excess of his out-of-pocket
expenses attributable to net lease property over the rental in-
come derived from the property.73 Thus, a taxpayer, who in
renting a particular parcel of real estate incurs substantial cash
expenses which are not offset by the rents received, will be able
to deduct a larger amount of interest in the present taxable
year. The expenses which are considered to be out-of-pocket
are interest expenses (without regard to the subsection 163(d)
limitation), ordinary and necessary trade or business expenses,
ordinary and necessary nontrade or nonbusiness expenses and
state and local taxes.74 Depreciation, a noncash expense, is not
included. Since this third factor is defined as the excess of out-
of-pocket expenses over net lease income, it equals zero in any
case where the rental income from net lease property is greater
than the out-of-pocket expenses attributable to it.
Applying the formula to a particular fact situation will il-
lustrate how subsection 163(d) limits the amount of interest
§ 162. For an explanation of how a taxpayer can have trade or business expenses in
connection with investment property, see text accompanying note 33 supra.
66. State and local property taxes are deductible under I.R.C. §§ 164(a)(1) &
164(a)(2).
67. Bad debts are deductible under I.R.C. § 166.
68. Depreciation is deductible under I.R.C. § 167.
69. Bond premiums are amortizable under I.R.C. § 171.
70. Individual contracts or nonbusiness expenses are deductible under I.R.C. § 212.
71. Depletion allowances are deductible under I.R.C. § 611.
72. Similarily, depletion may be determined without regard to percentage deple-
tion. See I.R.C. § 163(d)(3)(C).




deductible. The example will include a taxpayer who pur-
chased a $500,000 sixteen-unit apartment building on January
1, 1978, and rented it for the entire year of 1978 for $5,000 a
month, or $60,000. It will be assumed that the apartment units
had been renovated immediately before the purchase and that
the taxpayer managed the property himself, and that, conse-
quently, the ordinary and necessary trade or business expenses
amounted to only $6,000 during the first year. The taxpayer's
interest on a twenty year mortgage for the purchase price at
eight percent payable annually would amount to $40,000 in the
first year and straight line depreciation over a twenty year
useful life would be $25,000.
Since the ordinary and necessary trade or business expenses
equal only ten percent of the taxpayer's rental income, the
property would constitute net lease, and therefore investment
property under the expense test. 5 Consequently, the deducti-
bility of the interest paid on the indebtedness would be sub-
ject to the subsection 163(d) limitation. Assuming that the
taxpayer has no other investment income or investment ex-
penses, the amount of deductible investment interest would be
computed as follows:
$10,000 base amount $10,000
Investment income $60,000
Less: Investment expenses
Depreciation (straight line) $25,000
Management 6,000 31,000
Net investment income 29,000
Out-of-pocket expenses
for net lease property:
Interest $40,000
Management 6,000 $46,000




Thus, all but $1,000 of the $40,000 of investment interest would
be deductible in this hypothetical example.
The result would be different if, as is likely, the taxpayer
75. For an example of where the management expenses are high enough such that
the property does not qualify as net lease or investment property under the expense
test, see note 37 supra.
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had other types of investment income, such as dividends or
investment expenses. Similarly, the result would be substan-
tially different if the taxpayer decided to invest in a second net
lease property, because there is only one $10,000 base amount.
However, all interest paid in excess of net out-of-pocket
rental income is deductible, since it increases the out-of-pocket
component of the limitation formula dollar for dollar. For ex-
ample, in the situation above all interest in excess of the
$54,000 of net out-of-pocket rental income (rental income of
$60,000 less management expense of $6,000) would be deducti-
ble. Furthermore, any investment interest which is not deduct-
ible in the present year because of the subsection 163(d) limita-
tion is carried over to the next taxable year, in which it is
deductible, along with investment interest paid or accrued dur-
ing that year, subject again to the subsection 163(d) limitation.
It is also possible to increase the limitation in the present
year by as much as $15,000 by channeling investments through
a partnership or a corporation. The $10,000 base amount is
increased (up to $25,000) by the amount of interest paid or
accrued by the taxpayer on a loan used to acquire an ownership
interest in a corporation or partnership in which the taxpayer,
his spouse or his children own fifty percent or more of the
ownership interests. "
Thus, in the example above, if instead of purchasing
$500,000 of real estate outright the taxpayer invested the same
amount of money in a real estate partnership, all of the interest
paid could have been deductible. If there were two taxpayers
in the situation described above and they formed a partnership
with each contributing $500,000 to acquire a fifty percent inter-
est, the partnership could purchase $1,000,000 of investment
property, consisting of, perhaps, one thirty-two unit or two
sixteen-unit apartment buildings. Assuming that the pro rata
portion of expenses and income on each partner's $500,000 in-
vestment was the same as it would have been had each partner
invested $500,000 individually, the subsection 163(d) invest-
ment interest limitation would be computed for both taxpayers
as follows:
76. See I.R.C. § 163(d)(7).
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$10,000 base amount $10,000
Plus: Additional base amount 15,000
New base amount $25,000
Investment income $60,000
Less: Investment expenses
Depreciation (straight line) $25,000
Management 6,000 31,000
Net investment income





Less: Rental income 60,000
Excess77  ($14,000) -0-
Investment interest
deduction limitation $54,000
Thus, the entire $40,000 of investment interest incurred by
each partner would be deductible.
III. CONCLUSION
The purpose of this article was to explore the potential im-
pact of the new subsection 163(d) investment interest deduc-
tion rules upon real estate investments. In the majority of cases
interest on money borrowed to invest in rental real estate will
be entirely deductible. Most taxpayers purchasing improved
rental real estate should be able to enter rental agreements
which do not constitute net leases, and thus their real estate
will be trade or business property, the interest related to which
is not subject to subsection 163(d). Similarly, most taxpayers
constructing rental real estate should be able to show that the
property, when completed, will constitute trade or business
property not subject to subsection 163(d). However, taxpayers
purchasing unimproved property must show that it will be ac-
77. Since excess out-of-pocket expenses only increase the limitation if' they are
"attributable to property of the taxpayer subject to a net lease," it is possible that this
component will always be zero whenever the net lease property is owned by a partner-
ship. See I.R.C. § 163(d)(1)(B).
78. As of this writing, regulations have not been promulgated under paragraph (7)
of subsection 163(d). Subsequent regulations, of course, could alter the application of
paragraph (7) to the situation described above.
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tively used in the taxpayer's trade or business in the future in
order to avoid the application of subsection 163(d).
However, even if real estate does constitute investment
property, the interest on money borrowed to purchase the prop-
erty will still be deductible up to $10,000 plus net investment
income and excess out-of-pocket expenses. Furthermore, the
amount deductible can be increased by as much as $15,000 by
investing through a partnership or corporation in which the
taxpayer owns a fifty percent or greater interest. Finally, any
interest disallowed under subsection 163(d) in one year can be
carried over into succeeding years. Thus, subsection 163(d)
should not have a prohibitive impact on the vast majority of
real estate investments.
